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DERIVATIVES CONTRACTS OF INSOLVENT

COMPANIES: PREFERENTIAL TREATMENT
UNDER THE BANKRUPTCY CODE OF THE
UNITED STATES AND THE INSOLVENCY LAWS
OF THE UNITED KINGDOM
I. INTRODUCTION

The Bankruptcy Code' governs the insolvency of a company in the
United States of America ("US"). Under the US Bankruptcy Code, an
insolvent company may either liquidate its assets or reorganize its
operations. 2 In 1978, 1990 and again in 1994, the US amended its
Bankruptcy Code to include special provisions for the liquidation of
commodity brokers3 and for the protection of swap participants, 4
respectively. In the United Kingdom (" UK"), the Insolvency Act 1986' and
the Company Act 19856 governed the insolvency of companies. 7 However,
in 1990, the UK amended its insolvency laws to include special insolvency
provisions for recognized investment exchanges and clearing houses. 8 As
a result, the new Companies Act 1989, 9 instead of the Insolvency Act 1986
or the Company Act 1985, governs the insolvency of investment exchanges
1. 11 U.S.C. §§101 et. seq. (1978); see also 11 U.S.C.A. Rules 1-7000 (1984); The

Bankruptcy Reform Act of 1978, Pub. L. 95-598, Nov. 6, 1978, 92 Stat. 2549, repealed
the former Bankruptcy Act of 1898 and replaced that Act with the Bankruptcy Code, Title

11 of the United States Code, effective Oct. 1, 1979. Id.
2. 11 U.S.C §§ 101 et. seq (1978).
3. 11 U.S.C. § 761 (1990).
4. PresidentSigns Bill Amending Bankruptcy Law On Swap Agreements, Sec. Reg. &
L.Rep., (BNA)No.27, at 1007 (July 6, 1990).
5.Insolvency Act 1986 (Eng.); Franklin Feldman & Judah C. Sommer, The Special
Commodity Provisions of the New Bankruptcy Code, 37 Bus. LAW. 1487 (1982).
6.Companies Act 1985 (Eng).
7.Stephen W. Schwab, et. al., Cross-BorderInsurance Insolvencies: The Searchfor
a Forum Concursus, 12 U.PA. J.INT'L Bus. L.303, 341 (1991).
8.Companies Act 1989 §190 (Eng).
9.Companies Act 1989, Part VII, §§155-190 (Eng).
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and clearing houses in the UK. 10
This note examines the effect of the bankruptcy amendments on
derivatives contracts of insolvent companies in both the US and the UK.
Part I reviews the structure and operation of the commodity industry and its
inherent risks. Part II analyzes the treatment normally given to creditors"
of the debtor 12 under the US Bankruptcy Code. Part II also compares how
creditors with and creditors without derivatives contracts are treated under
the amended US bankruptcy provisions. Part III traces the history and
development of the UK financial market, and outlines the modernization of
the UK regulatory regime as it relates to insolvency. In addition, Part III
compares the treatment of creditors without derivatives contracts under the
Insolvency Act 1986, to the treatment of creditors with derivatives contracts
under the Companies Act 1989. Part IV analyzes the policy reasons behind
these amendments in both countries. Finally, this note concludes that the
amendments to the US Bankruptcy Code and the UK Companies Act 1989
give much needed preferential treatment to creditors with derivatives
contracts because of the systemic risk of a bankruptcy of a financial
institution to the global financial market.
II. STRUCTURE, OPERATION AND RISK
OF THE COMMODITY INDUSTRY

The US and the UK are two of the largest and most sophisticated
financial centers in the world.' 3 A clear understanding of the structure,
operation and risks of the commodity industry is necessary for one to better
appreciate the impact of the amendments in both the US or UK bankruptcy
laws. Because of the globalization of the financial markets, an analysis of
the structure, operation and risks of the commodity industry in one country
will apply to the other. Therefore, this note uses the US commodity industry
as its model commodity industry.

10. Companies Act 1989 §§ 154-219 (Eng).

11. 11 U.S.C. § 101(10) (1978). "Creditor" means an "entity that has a claim against
the debtor that arose at the time of or before the order for relief concerning the debtor."

Id.
12. 11 U.S.C. § 101(13) (1978). "Debtor" means "person or municipality concerning
which a case under this title has been commenced". Id.
13. Ronald A. Brand et. al., Global Trading in Financial Instrauments: Market
Developments and Regulatory Challenges, 83 AM. Soc'Y INT'L L, PROC. 19, 60 (1989)
(explaining that the US and UK are ahead of the other countries in the amount of futures

trading).
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A. Structure and Operation of the Commodity Industry
A "commodity" is defined as various agricultural products, all other
goods and services except onions, and "all services, rights and interests in
which contracts for future delivery are presently or in the future dealt in. "'4
In most countries, transactions in commodity futures and other related
instruments of the commodity industry are regulated. 15 In the US, the
commodity industry is regulated by the Commodity Exchange Act
("CEA"). 16 The CEA is enforced by the Commodity Futures Trading
Commission ("CFTC"). 7 In the UK, the commodity industry is regulated
by the Financial Service Act of 1986 ("FSA").'8

The FSA is jointly

enforced by the Securities and Investments Board ("SIB"), and by various
Self Regulating Organizations ("SROs ") 19

The instruments traded in the commodity industry are commonly called
derivatives contracts 20 because they derive their value from the fluctuations

14. 17 C.F.R. §la(3); Thomas C. Singher, RegulatingDerivatives:Does Transnational
Regulatory Cooperationoffer a Viable Alternative to CongressionalAction?, 18 FORDHAM
INT'L L. J. 1397, 1423 (1995).
15. 7 U.S.C. § 2(a)(ii) (1988 & Supp. 1993); Feldman, supra note 5, at 1488. In the
US, transactions in commodity futures and related commodity instruments generally are
subject to regulation under the Commodity Exchange Act ("CEA"). Because of their
commercial character, forward contracts and forward contract merchants are not subject
to regulation under the CEA. Feldman, supra note 5, at 1488 & 1492; Marc Levy,
Japanese and U.S. Financial Derivatives Markets: Recommendations for Loosening
Japan's Tightly Regulated Market, 18 FORDHAM INT'L L. J.1970, 1976 (May, 1995).
16. 7 U.S.C. §§ 1-26 (1988 & Supp. 1993).
17. Commodity Futures Trading Commission Act of 1974, Pub. L. No. 93-463, 88 Stat.
1389 (1974); Feldman, supra note 5, at 1488. The CFTC is an independent federal
regulatory agency. Id.; Levy, supra note 15, at 1976.
18. Financial Service Act of 1986 (Eng); Frank S. Shyn, Internationalization of the
Commodities Market: Convergence of Regulatory Activity, 9 Am. U. J.Int'l L. & Pol'y
597, 610 (1994); Jan De Bel, Automated Trading Systems and the Concept of an
"Exchange" in an InternationalContext ProprietarySystems: A Regulatory Headache!, 14
U. Pa. J. Int'l Bus. L. 169, 180 (1993).
19. Shyn, supra note 18; De Bel, supra note 18.
20. Armando T. Belly, Derivatives: The Good, the Bad and the Ugly, Address at New
York Law School 1995-96 Faculty Lecture Series (Oct. 24, 1995). Professor Belly stated
that there are three definitions of a derivative: 1. A descriptive definition-a derivative is
"any contract, the value of which fluctuates according [sic] the value of an underlying
commodity or group of commodities. (quoting Edward J.Swan, The Development of the
Law of FinancialServices 1 (1993)); 2. a functional definition-derivatives are globally
used financial products that have evolved to meet the demand for cost-effective protection
against risk associated with rate and price movements by essentially unbundling and
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in the values of underlying assets. 21 These derivatives contracts may be
forward-based contracts or option-based contracts .22 A forward-based
contract obliges the investor to buy or sell the asset at the specified price on

the specified future date. 23 An option-based contract gives the investor the
right, but not the obligation, to buy or sell the asset at the specified price
within a stated time period.24
The most commonly used forward-based contracts are futures
contracts,25 (which are traded on an exchange),26 forwards contracts,'

(which are traded over-the-counter ("OTC")), 28 and swaps, 29 (which are
transferring risks from entities less willing or able to manage them to those more willing
or able to do so. (quoting General Accounting Office, FinancialDerivatives: Actions
a layperson's
Needed to Protect the Financial System (1994)); and 3.
definition-derivatives are insurance contracts unbundling and transferring risks.
21. Belly, supra note 20, at 1; Bruce A. Baird Et. Al., Derivatives II: What are the
Obligationsof Dealers and End-Users?, Bus. L. Today, Sept.-Oct. 1995, at 40.
22. Levy, supra note 15, at 1974; Donald L. Horwitz, Derivatives I: The Basics on
Terms and Risks, Bus. L. Today, Sept.-Oct. 1995, at 38.
23. Levy, supra note 15, at 1975; Feldman, supra note 5, at 1489; Horwitz, supra note
22, at 38.
24. Levy, supra note 15, at 1975; Feldman, supra note 5, at 1495; Horwitz, supra note
22, at42.
25. Feldman, supra note 5, at 1489. A futures contract is a standardized agreement
where one party is obligated to buy or sell an asset of a specified quantity or grade at a
specified time in the future. Id.; Horwitz, supra note 22, at 42; Levy, supra note 15, at
1975.
26. Lewis D. Solomon Et. Al., CorporationsLaw & Policy, 897 (3rd Ed. 1994). There
are two types of organized markets: exchanges and over-the-counter (OTC). An exchange
is a physical marketplace called the "floor" of the exchange where members buy and sell
commodities listed on the exchange. Id.; Feldman, supra note 5, at 1489 n. 12 (discussing
7 U.S.C. § 6 (1980) which makes it unlawful to trade futures contracts by or through a
member of a board of trade not designated a contract market by the CFTC. Id.
27. Feldman, supra note 5, at 1492. A forward (forward contract) is an OTC (offexchange) agreement generally between commercial parties. Id. It requires delivery at
some future date. Id.; Levy, supra note 15, at 1975; Horwitz, supra note 22, at 38.
28. Solomon, supra note 26, at 898. The OTC market is a network of telephone lines
and a computerized quotation system which trade commodities not listed on an exchange.
Bids are communicated either on a daily printed "sheet" or through the computer system.
"OTC" and "off-exchange" are interchangeable terms. Id.
29. Levy, supra note 15, at 1975 nn.200 & 224. "Interest rate swaps" are individually
negotiated agreements between a dealer, such as a bank, and [sic] end-user, such as a
corporation, involving an exchange of interest rate payments. Id. at n.200; A currency rate
swap is an immediate exchange of one currency for another at a specified exchange rate
which is then later swapped back at that exchange rate. Id. at n.224; Horwitz, supra note
22, at 42. A swap is a package of forward contracts each usually having a different
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traded mainly OTC). 30 The most commonly used option-based contract is
the commodity option. 31 Derivatives contracts are functionally similar to
insurance policies .32 They permit dealers 33 and end-users34 to hedge and
manage risks 35 of declining investment value and to maximize profits
through speculation. 36 Using derivatives contracts also helps dealers and
end-users to reduce their transaction CoStS, 37 while increasing their leverage
capabilities.38

1. Forward-Based Contracts
Forward-based contracts such as forwards contracts and swaps, but not
futures contracts, share four basic features: linearity, no money down,
settlement at maturity, and customization. 3 Linearity means that gains
made on a forwards contract or a swap when the value of the underlying
asset moves in one direction are equal to the losses made if the value had
moved in the opposite direction.'n There is no exchange of money ("no
money down") to initiate a forwards contract or a swap. 4 In addition,
forwards contracts and swaps are settled at maturity.42 Finally, forwards

maturity date. Id.; Senate Approves Bill Amending Bankruptcy Law on Swap Agreements,
(BNA) SEC. REG. & L. REP., No. 24, at 907 (June 15, 1990).
30. Feldman, supra note 5, at 1492; Levy, supra note 15, at 1975.
31. Feldman, supra note 5, at 1495. An option is a right, not an obligation. Id.; Levy,
supra note 15, at 1975.
32. Levy, supra note 15, at 1974 n. 190 (comparing derivatives contracts to automobile
insurance and fire insurance); Belly, supra note 20, at 2 (derivatives allow investors to
unbundle and transfer risks).
33. Levy, supra note 15, at 1974 n. 198 (listing dealers as financial institutions,
commercial banks and investment banks); Senate Approves Bill, supra note 29, at 907.
34. Levy, supra note 15, at 1974 n.200; Senate Approves Bill, supra note 29, at 907.
35. Levy, supra note 15, at 1974; Belly, supra note 20, at 2
36. Belly, supra note 20, at 2.
37. Id. at 2 (noting that derivatives are low cost from a transactional point of view);
Levy, supra note 15, at 1974.
38. Levy, supra note 15, at 1974. "'Leverage' involves the use of any financial
instruments or mechanism 'to magnify potential returns with concomitant magnification
of financial risk ... '. Id. at n. 196; Instead of buying actual stocks an investor could buy
derivatives contracts on these stocks for a fraction of the cost of the stock. Id. at n.201.
39. Horwitz, supra note 22, at 38-42.
40. Id.; Levy, supra note 15, at 1975.
41. Horwitz, supra note 22, at 38-42; Levy, supra note 15, at 1975.
42. Horwitz, supra note 22, at 38-42; Levy, supra note 15, at 1975.
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contracts and swaps which are traded OTC may be customized to suit the
investors' needs.43

a. Futures Contracts and the Clearing Mechanism of the Exchange
In the US, a futures contract is traded on an exchange.' A futures
contract is an agreement between two parties where the contract terms on
quantity and quality are standardized, but the price is negotiable.45 The
purpose of a futures contract is to shift risks, not to assume ownership of
the underlying assets. 6 Therefore, actual delivery of the underlying
commodity is not required. 47 In the US, an investor in a futures contract
will place an order with a futures commission merchant 8 ("FCM"), who in
turn ensures that the transaction is made on the appropriate contract
market.

If the investor places an order to buy a commodity at a specified price,
with an obligation to take delivery at a specified future time, the position is
called a long.5" If, however, the investor places an order to sell a
commodity at a specified price, with an obligation to make delivery at a
specified future time, the position is called a short.5 A long position
protects a hedger against an increase in the price of the underlying asset,
while a short position protects a hedger against a decrease in its price.5 2 To
terminate or close out a position, the investor would take the position

43. Levy, supra note 15, at 1975. Parties can customize their contracts on the OTC
market. Id. at n. 198; Horwitz, supra note 22, at 42. Contracts may be customized as to
the maturity date and the underlying assets. Horwitz, supra note 22, at 42; Feldman, supra
note 5, at 1492. Parties could choose grade or quantity of the commodity, time and place
of delivery, manner of payment, and whether to have original or variation margins.
Feldman, supra note 5, at 1492-93; Baird, supra note 21, at 40.
44. Solomon, supra note 26, at 897.
45. Feldman, supra note 5, at 1489.
46. Feldman, supra note 5, at 1498; Horwitz, supra note 22, at 38.
47. See generally Feldman, supra note 5, at 1498; Horwitz, supra note 22, at 38.
48. Feldman, supra note 5, at 1489. 7 U.S.C § 2 (1980) defines a "futures commission
merchant" as "an individual ... corporation ... accepting orders for the purchase or sale
of any commodity for future delivery on or subject to the rules of any contract market
FCMs
..... solicit or accept orders from the public and from other FCMs. Feldman, supra
note 5, at n. 14.
49. Id. at 1489.
50. Id.
51. Id.
52. Horwitz, supra note 22, at 38.
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opposite to the present long or short position-a practice commonly called
offsetting." This offsetting procedure allows investors to realize their
gains, minimize their losses, or terminate their contractual obligations
before they become due. 54

In the US, the clearing organization55 of an exchange is comprised of
some, but not all members of the exchange. 56 These members of the
clearing organization may act either as FCMs (placing orders for the public
and other exchange members) or as non-FCMs (placing orders only for
their own account).57 In the US, the clearing organization is regulated by

the CEA,58 while in the UK, the clearing organization is regulated by the
FSA.5 9

The clearing organization acts as a facilitator to investors, taking the
opposite position to every side of a contract. 6 It buys what one investor is
willing to sell and sells what another investor is willing to buy. 6 It further
guarantees the financial integrity of each contract by paying upfront to one
clearing member what it expects to receive from another.62 Therefore,
neither party to a futures contract need be concerned about the financial
condition of the other party 63
To act as a facilitator, the clearing organization uses a system of
margins.6' There are two types of margins: original margin and variation
or maintenance margin.65 Original margins are lump-sum deposits made

53. Feldman, supra note 5, at 1489. For example, to terminate a long position (buy) one
needs to take an opposite short position (sell) and vice versa.
54. Id.
55. Id. at 1498. The Bankiuptcy Code defines a "clearing organization" as one that
clears commodity contracts made on, or traded on an exchange. 11 U.S.C. § 761(2)
(1994).
56. Feldman, supra note 5, at 1489.
57. Feldman, supra note 5, at 1489-90 (explaining that non-FCMs do not accept orders
from the public).
58. Id.
59. Shyn, supra note 18, at 181.
60. Feldman, supra note 5, at 1489; All trade on the exchange is cleared through the
clearing organization. Id. at 1490.
61. Id. at 1490-91.
62. Id. at 1491.
63. Id.
64. Id.
65. Id.
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by investors to their FCMs. 66 These amounts are prescribed by the
exchange,67 and are used as security against investors' subsequent nonperformance.68 Variation or maintenance margins are also deposit amounts
set by the exchange used by the FCMs to adjust investors' daily gains or
losses. 69 This practice is known as marking to market. °
Under the CEA, original and variation margin funds are considered the
property of investors, not the property of the FCMs. 7 1 Therefore, the
FCMs act as statutory trustees 72 , not as agents, of their customers' margin
funds.73 This approach created uncertainty about how margin funds should
be treated in the event of a FCM's bankruptcy." It also created uncertainty

about the relationship between the FCM and the investor. 75 Arguably, these
uncertainties prompted the 1978 amendment of the Bankruptcy Code to
include the provisions relating to the liquidation of commodity brokers.76
b. Forwards Contracts and Off-Exchange Trading
A forwards contract is an off-exchange agreement mainly between
commercial parties.7 7 The forwards contract requires one party to actually
deliver and the other party to actually take delivery of the commodity at
some future date.78 The key player in a forwards contract is the forward
contract merchant. 79 The forward contract merchant brings the producers
and users of a commodity together by buying the commodity in advance

66. Id.
67. Id.

68. Id.
69. Id.
70. Levy, supra note 15, at 1975. "Marking to market" means adjusting the value of
a security to reflect current market values. Id. at n.241.
71. Feldman, supra note 5, at 1491.
72. 17 C.F.R. §4d
73. Feldman at 1491.
74. Id. at 1492.
75. Id.
76. Id.
77. Id.
78. Id.; Levy, supra note 15, at 1975

79. Feldman, supra note 5, at 1492. A forward contract merchant is a commercial
trading firm which offers producers, end-users and other commodity trading firms
interested in a commodity the opportunity to buy or sell on a forward basis. Id.
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from the producer and holding it until the user is ready to purchase it.'
The prevailing view is that a forwards contract is closely related8 to a
futures contract because both contracts promise delivery of the commodity
on a deferred basis.8" However, there are significant differences between
a forwards contract and a futures contract. 83
Forwards contracts, unlike futures contracts, are exempted from CEA
regulations because forwards contracts are cash-market transactions where
actual delivery is contemplated. 4 Section 2(a)(1)(A)(i) of the CEA exempts
cash transaction for deferred delivery. In addition, the CFTC and the
courts have recognized the CEA exemption for forwards contracts and
forward contract merchants because forwards contracts are off-exchange
commercial agreements. 5 Furthermore, the terms of forwards contracts are
not standardized, while the terms of futures contracts are (the terms of
forwards contracts are customized to suit each parties' needs) .16
Another major difference between forwards contracts and futures
contracts is that the user of a forwards contract intends to take actual
delivery of the commodity sometime in the future.8 7 Even if forwards
contracts are being used to hedge against changes in the price of the
commodity, all parties must be ready to make or accept delivery. 18Finally,
original margin funds are not generally required for forwards contracts.
Where margin funds are required, they serve a similar function as in futures

80. Id. The forward contract merchant provides a market for the producers of the
commodity even though the user may not be ready to purchase it. Id. The forward contract
merchant also helps the users by allowing them to individualized their orders. Id.
81. Horwitz, supra note 22, at 42.
82. Id.
83. Feldman, supra note 5, at 1493.
84. Id. at 1492 n.22 (explaining that under 7 U.S.C. § 2 (1980), forward contracts and
forward contract merchants are not subject to regulation under the CEA).
85. Id.; Horwitz, supra note 22, at 42; Levy, supra note 15, at 1975; Feldman, supra
note 5, at 1493.
86. Feldman, supra note 5, at 1493. The parties could negotiate grade or purity of the
commodity, time and place of delivery, manner of payment and if required original and
variation margins. Id.
87. Feldman, supra note 5, at 1492.
88. Id. The CFTC looks to the intention of the parties to distinguish between a forwards
contract and a futures contract (i.e., whether the parties contemplated actual delivery.)
Id. at n.23.
89. Id.
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contracts, 9° but are treated differently. 9' The margin funds of forwards
contracts are not treated as the property of the investors, therefore, they are
not separated from the funds of the forward contract merchant.2
Because the margin funds of forwards contracts are not held separately,
an investor in a forwards contract receives less bankruptcy protection than
an investor in a futures contract. 93 In the event of a commodity broker's
insolvency, the liquidation of commodity broker provision in the
Bankruptcy Code stipulates that the margin funds in a futures contract is not
to be included in the debtor's estate. 94

However, the liquidation of

commodity broker provision does not cover forwards contracts and
forwards contract merchants. 9 Therefore, in the event of a forward
contract merchant's bankruptcy, it is possible that the margin funds in a
forwards contract will be included in the debtor's estate and subject to the
bankruptcy proceedings.96

c. Swaps
Swaps are packages of forwards contracts . Traditionally, swaps were
used to change the maturity of bonds or to improve the quality of stocks in
a portfolio. 9 Each forwards contract within a swap may have a different
maturity date. 99 Swaps are used by financial institutions, commercial banks,
and investment banks to minimize exposure to adverse changes in interest
rates, currency exchange rates l°° and commodity prices. In recent years,
however, swaps such as currency swaps or interest rate swaps have been
used to link global capital markets or to reduce risks from interest rate
volatility, respectively. 10' According to the Bureau of National Affairs, "a
typical interest rate swap involves an agreement where one party agrees to
90. Id. at 1493.
91. Id.
92. Id.
93. Id.
94. 11 U.S.C. §§ 761-66 (1994); See generally Feldman,supra note 5, at 1493.
95. Id.
96. Id.
97. Horwitz, supra note 22, at 42
98. Barron's Financial Guides, Dictionary of Finance and Investment Terms, 4th Ed.
(1996).
99. Id.
100. President Signs Bill, supra note 4, at 1007.
101. Barron's, supra note 98.
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make periodic payments based on a fixed rate while the other party agrees
to make periodic payments based on a floating rate." 102 Swaps, like all
investors to manage
other derivatives, reduce risk and allow institutional
"mismatches" between their assets and liabilities. 103
2. Option-Based Contracts
04
The most common option-based contract is the commodity option. 1
A commodity option gives a party the right, but not the obligation, to buy
or sell that commodity at a specified price anytime during a certain period
of time. 1 5 A call option grants the buyer the right to buy the commodity
anytime in the future at the specified price. " The buyer, therefore, is able
to hedge against future price increases. 07 A put option gives the seller the
right to sell the commodity anytime within the stipulated period of time at
the specified price. 108 Therefore, the seller is able to hedge against future
price decreases." Neither party is obligated to exercise its rights, "o and
as such, each party may choose to walk away from the option, before the
rights are exercised.
If the purchaser exercises the right to buy (call option), the seller is
obligated to perform. However, if the purchaser fails to exercise the right
to buy, the purchaser loses the initial premium payment. I"' For additional
risk protection, an option contract may include a cap and/or a floor. 112
Caps and floors are functionally similar to swaps. 113 A cap is a package of
call options (right to buy) with a maximum limit on the amount of payout. 114
A floor is a package of put options (right to sell) which limits the holder's

102. Id.
103. Id.
104. Horwitz, supra note 22, at 42
105. Feldman, supra note 5,at 1495.
106. Horwitz, supra note 22, at 42.
107. Id.
108. Id.
109. Id.
110. Id.; Levy, supra note 15, at 1975.
111. Levy, supra note 15, at 1975.
112. Horwitz, supra note 22, at 42.
113. Id.
114. Id.
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downside risk. "5
There are four basic features to an option: nonlinearity, money down,
settlement at exercise and customization." 6 Nonlinearity means that gains
made by one party are not equal to the losses of the other party. 7 Because
there is no obligation for the purchaser to exercise the option, the purchaser
may make a significant profit if the value of the commodity moves in a
favorable direction."l 8 If the value of the commodity moves in an
unfavorable direction, however, the purchaser's losses are limited to the
initial premium payment. "9 On the other hand, the seller faces unlimited
losses less the premium received from the purchaser. Therefore, the
premium payment ("money down") gives the purchasers of options, the
right to limit losses if they walk away from the option contracts. 20 There
are three different styles of settling an option: the American style, the
European style, and the Asian style. With the American style of settlement,
options are settled whenever they are exercised and they may be exercised
anytime during the stipulated time period.' 2' With the European style of
settlement, options can only be exercised on one particular day. With the
Asian style of settlement, however, options can be exercised on more than
one day but those days are specific in the agreement. Finally, the terms of
are more open to customization than
the options traded on the OTC market
22
those traded on the exchanges.1
B. Inherent Risks of the Commodity Industry
To understand the potential of the risk involved in the commodity
industry, one only need compare the estimated size of the global derivatives
market to the estimated total amount of money in the world. 23 The
estimated total amount of money in the world is $48 trillion while the
estimated size of the global derivatives market is $17.6 trillion, a little over

115. Levy, supra note 15, at 1998 n.188. "'Downside risks' focus only on possible
negative results that may occur as an expected outcome .... " Id; see also Horowitz, supra

note 22, at 42.
116. Id.
117. Id.; Levy, supra note 15, at 1975.
118. Horwitz, supra note 22, at 42; Levy,
119. Horwitz, supra note 22, at 42; Levy,
120. Horwitz, supra note 22, at 42; Levy,
121. Horwitz, supra note 22, at 42; Levy,
122. Horwitz, supra note 22, at 42; Levy,
123. Belly, supra note 20, at 2.

supra note
supra note
supra note
supra note
supra note

15,
15,
15,
15,
15,

at
at
at
at
at

1975.
1975.
1975.
1975.
1975.
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one third.'2 4 In fact, the US derivatives market in 1992 was estimated at
$12 trillion. 125
1 Users and dealers
Derivatives are high risk financial instruments. 26
contract by entering
in
a
derivatives
unbundle and transfer the initial risk
into separate contracts with other dealers, who in turn enter into separate
contracts with others. 27 There are six basic risks associated with
derivatives contracts. 128 First, derivatives may involve systemic risk, where
a problem in one market has the potential of affecting the entire financial
system, even on a global scale.' 29 Second, the default by one party to meet
its financial obligations creates counterparty credit risk.

30

Third, the

volatility of the market and the exposure to significant losses from
unfavorable price movements creates market risk.' 3
Fourth, potential failure of each party's internal control systems,
human error, or fraud, increases operational risks. 13 2 Fifth, the losses
suffered by major institutions and others from derivatives contracts give rise
to legal risks.' 33 Finally, there is a market/product liquidity risk when one

124. Id.
125. Id.
126. Id.
127. Id.; Levy, supra note 15, at 2002 n.228.
128. Horwitz, supra note 22, at 38-42.
129. Belly, supra note 20, at 2. The problems in one market could cause a chain of
market withdrawals, firm failures and a financial meltdown. Id.; Levy, supra note 15, at
2002 n.229.
130. Belly, supra note 20, at 2. Credit risk is a problem mainly in the OTC. Id.; Levy,
supra note 15, at 2002-3 n.231 (discussing "threat of default by opposing party");
Horwitz, supra note 22, at 43 (discussing "losses ... incurred if a counterparty defaults on
a derivatives contract. ")
131. Belly, supra note 20, at 2. Market risk created by unsophisticated parties, like
Proctor & Gamble, increases prices for others and places the dealer in a fiduciary
relationship with the other parties. Id.; Levy, supra note 15, at 2002 n.230 (discussion the
risk of unlimited losses from derivatives contracts); Horwitz, supra note 22, at 42
(discussing "... possibility of financial loss resulting from unfavorable movements in
interest and currency rates as well as equity and commodity prices. ").
132. Belly, supra note 20, at 2 (referring to Barings Plc.); Levy, supra note 15, at 6;
Horwitz, supra note 22, at 43 (noting that operational risks occur at three levels: human,
system and audit).
133. Belly, supra note 20, at 2. There is the risk that courts and other regulatory bodies
may invalidate contracts as in the case of Orange County. Id.; Levy, supra note 15, at
2003 n.234 (discussing the legal implications of Orange County and Proctor & Gamble);
Horwitz, supra note 22, at 43 (explaining that risks may arise from unenforceability, lack
of authority or capacity to contract, insufficient documentation, questionable legality of
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party is unable to close out its position either because of insufficient activity
in the market or because of too great a price spread. 3 4 Therefore, while all
financial instruments have risks, the risks in derivatives contracts are
greater. 3 5 The risks are also harder to measure, more difficult to manage
because of the linkages between parties and markets, and more concentrated
among a small group of big players.' 36

M. THE UNITED STATES
The Bankruptcy Act of 1898 treated all unsecured creditors of the

debtor similiarly.137
Future commission merchants, 3 8 clearing
3
9
organizations, 1 options dealers, '4 or other commodity firms, were neither
distinguished from other creditors, nor given special treatment as debtors. 141
Furthermore, there was no practice of separating the customer's property
from the debtor's property to protect against the effects of bankruptcy. 142
In addition, Bankruptcy Courts traditionally did not give any special
consideration
to the structure, operation, or risks of the commodity
43
industry. 1

the instrument and from bankruptcy or insolvency.); Baird, supra note 21, at 40.
(explaining that "... losses have led to charges and counter-charges by regulators,
derivatives dealers and derivatives end-users.").
134. Horwitz, supra note 22, at 43. There are two kinds of liquidity risks: when a party
cannot close out and when a party cannot meet its funding requirements, leading to a
possible default situation. Id.; Levy, supra note 15, at 2003 n.34 (noting that liquidity risk
is also called valuation risk because derivatives' values are based on the expectation of the
parties which is difficult to value).
135. Belly, supra note 20, at 2.
136. Id.
137. Feldman, supra note 5, at 1497.
138. Feldman, supra note 5, at 1489.
139. Feldman, supra note 5, at 1489.
140. Feldman, supra note 5, at 1498; 11 U.S.C. § 761(6) (1994) defines a commodity
options dealer is a "person that extends credit to, or that accepts cash, a security, or other
property from, a customer of such person for the purchase or sale of an interest in a
commodity option .... " Feldman, supra note 5 at 1498 n.59.
141. Id. at 1497-98.
142. Id. at 1498.
143. Id.
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A. Priorto the 1978 Amendments
Under the Bankruptcy Act of 1898, certain general rules applied to
creditors of the debtor: automatic stay,'44 trustee's avoidance power, 45 and
treatment of executory contracts. 1' On the filing of a bankruptcy petition,
the "automatic stay" provision prohibited creditors from using "self-help"
to reach the debtor's assets. 147 The automatic stay also prevented creditors
from exercising their common law right of setoff, 148 or right to enforce
liens 149 without prior approval of the bankruptcy court. 110 A trustee may
" ' or elected by one or more creditors' 52 to
be appointed by the courts15
manage or wind up the debtor's estate, and to distribute assets to satisfy
creditors' claims. 153 The trustee may also avoid preference payments 154 and

fraudulent transfers. 55 Furthermore, the trustee, subject to the court's
approval, may assume or reject any executory contract of the debtor.' 56

144. 11 U.S.C. § 362 (1994); Armando T. Belly, Summary of Forward Contract
Provisions 1 (Oct. 95) (unpublished handout on file with this note's author).
145. 11 U.S.C. §§ 547, 548 (1994); Belly, supra note 144, at 1
146. 11 U.S.C. § 365 (1994); Belly, supra note 144, at 1.
147. 11 U.S.C. § 362(a)(3) (1994); Belly, supra note 144, at 1 ("the automatic stay
prohibits self-help .... )
148. 11 U.S.C. § 362(a)(7) (1994); Belly, supra note 144, at l(defining a setoff as
where a creditor who owes money to the debtor may deduce that amount from the money
owed to it by the debtor.)
149. 11 U.S.C. § 362(a)(4) & (5) (1994); Belly, supra note 144, at 1.
150.
151.
(1994)
152.

11 U.S.C. § 362(d) (1994); Belly, supra note 144, at 1.
11 U.S.C. § 701 (1994) (referring to Chapter 7 liquidation); 11 U.S.C. § 1104
(referring to Chapter 11 reorganization).
11 U.S.C. § 702 (1994) (referring to Chapter 7 liquidation).

153. 11 U.S.C. § 701 (1994).
154. 11 U.S.C. § 547(b) (1994); Belly, supra note 144, at 1 (discussing preference
payments as "payments made within 90 days of the bankruptcy filing for antecedent debts
while the debtor is insolvent").
155. 11 U.S.C. § 548(a) (1994) (discussing transfers made within one year of filing with
an intent to defraud, hinder or delay or if for less than fair consideration); Belly, supra
note 144, at 1 (discussing "payments not for value made within one year of the bankruptcy
filing while the debtor is insolvent".)
156. 11 U.S.C. § 365(a) (1994); Belly, supra note 144, at 1. "An executory contract",
however, "may not be terminated solely because of a provision in the contract permitting
termination in the event of a bankruptcy filing." 11 U.S.C. §365(e)(1) (1994).
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B. The 1978 Amendments of the Bankruptcy Code
In 1978, the Bankruptcy Act underwent a major reform which included
renaming it the Bankruptcy Code. 157 The new code included special
provisions for the liquidation of commodity brokers 58 and several other
customers of commodity brokers
provisions for the treatment of insolvent
159
and forward contract merchants.
1. Liquidation of Commodity Brokers
Part IV of chapter 7 of the Bankruptcy Code takes into account the
particular circumstances of the commodity industry when dealing with the
bankruptcy of commodity brokers.'" Sections 761-766 of Part IV of
Subchapter 7, provides liquidation procedures for futures contracts traded
on exchanges, and for options.' 6 1 Therefore, forwards contracts and
swaps, which are traded off-exchange, were excluded from the scope of the
provisions. 62 Because of the complexities of Part IV, Congress vested
authority in the CFTC to introduce rules and regulations to: (1) define
"customer property"; (2) establish methods to conduct or liquidate a
commodity broker; (3) determine the net equity of a customer; and (4) set
standards for the transfer of open commodity contracts and margin funds64
related to these contracts. 63 In 1983, the CFTC promulgated Part 190, 1
to implement the Bankruptcy Code provisions relating to the liquidation of
commodity brokers. 65
This note is concerned mainly with the rules and regulations controlling
the transfer of open accounts and related margin funds. One of the first
responsibilities that the trustee of an insolvent commodity broker undertakes
157. 11 U.S.C.A. Rules 1-7000 (1984); The Bankruptcy Reform Act of 1978, Pub. L.

95-598, Nov. 6, 1978, 92 Stat. 2549, repealed the former Bankruptcy Act of 1898 and
replaced that Act with the Bankruptcy Code, Title 11 of the United States Code, effective

Oct. 1, 1979. Id.
158. 11 U.S.C. §§ 761-766 (1994).
159. Feldman, supra note 5, at 1497.
160. 11 U.S.C. §§ 761-766 (1994); Feldman, supra note 5, at 1498.

161. Feldman, supra note 5, at 1498; 11 U.S.C. § 101(5) of the 1978 Bankruptcy Code
defined "commodity broker" as a "futures commission merchant." Feldman, supranote
5, at 1498.
162. Feldman, supra note 5, at 1499.
163. 17 C.F.R. Part 190 (1983); Feldman, supra note 5, at 1499.

164. 17 C.F.R. Part 190 (1983).
165. Id.
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is the transfer of open commodity accounts and their related margin
funds." 6 Depending on the customer's instructions to the trustee, open
commodity accounts and their related margin funds may be transferred
directly to the customer or to a solvent commodity broker. 167 This
procedure differs significantly from the general laws of insolvency where
the trustee does not separate and transfer property held by the debtor
directly to an unsecured creditor.' 68 In effect, customers of commodity
brokers are given early access to their property, while other unsecured
are made to wait until the conclusion of
creditors of the commodity broker
69
1
proceedings.
the bankruptcy
2. Rights of A Commodity Broker or Forward Contract Merchant When
The Debtor is a Customer
Several provisions in the Bankruptcy Code deal specifically with
insolvent customers of commodity brokers and forward contract
merchants. 170 These provisions allow commodity brokers and forward
contract merchants to get around the general rules of non-termination of
executory contracts, automatic stay and avoidance power of the trustees.' 7
In fact, these provisions allow commodity brokers and forward contract
close out positions, offset claims and debts, and take margin
merchants to
72
payments. 1
a. Right to Terminate Executory Contracts
The general rule in bankruptcy is that an executory contract of the
debtor may not be terminated based on the financial condition of the debtor
or the commencement of a bankruptcy case. 173 Commodity brokers and
166. 11 U.S.C. § 764(b) (1994); Feldman, supra note 5, at 1499.
167. Feldman, supra note 5, at 1499.

168. Id.
169. Id.
170. 11 U.S.C. §§ 101(6), 101(25), 101(26), 101(38), 101(51A), 362(b)(6), 365(e)(1),
546(e), 548(d)(2)(B), 556, 559, 560, 741(5), 741(7), 741(8), 761(15) (1994).
171. Feldman, supra note 5, at 1515-19; Belly, supra note 144, at 2.
172. Feldman, supra note 5, at 1515-19; Belly, supra note 144, at 2.
173. 11 U.S.C. § 365(e)(1)(A) (1994); Belly, supra note 144, at 2 (noting that an

executory contract may not be terminated even if there is a provision in the contract
permitting termination in the event of a bankruptcy.); Feldman, supra note 5, at 1516
(noting that one cannot terminate a contract because of the debtor's financial condition or
the commencement of bankruptcy proceeding).
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forward contract merchants, however, may close out a customer's position
74
to avoid further losses once the customer (debtor) files for bankruptcy. 1
Leaving these positions open would expose the commodity broker or
forward contract merchant to significant liabilities. 175 Also, since
commodity brokers and forward contract merchants are members of a
other
clearing chain, if one member is unable to meet its obligations,
76
'
affected.
severely
be
would
chain
clearing
members of the
b. Right to Offset Claims and Debts
The general rule is that the commencement of a bankruptcy proceeding
acts as an automatic stay against the enforcement of any lien against, or the
offset of any debts owed, to the debtor. 177 Therefore, all creditors of the
debtor are immediately prohibited from removing or using any part of the
debtor's estate to satisfy claims.1 78 Each creditor must file a claim and then
wait for the trustee to distribute the debtor's estate to satisfy each claim. 179
Distribution generally takes place at the completion of a bankruptcy case,
and most times, the creditors only receive a portion of the amount they are
owed. 180 Any monies owed to the debtor by an unsecured creditor is
considered part of the estate and may not be used to offset that creditor's
claim. 181

Commodity brokers and forward contract merchants, however, are
exempted from the automatic stay on lien, and may offset the debtor's

174. 11 U.S.C. § 556 (1994); Feldman, supra note 5, at 1516 (discussing the
ineffectiveness of section 365(e)(1) in preventing commodity brokers and forward contract
merchants from exercising their contractual rights to liquidate customers' contracts); Belly,
supra note 144, at 2 (noting that "a commodity broker's or a forward contract merchant's
contractual right to liquidate contracts is enforceable").
175. Feldman, supra note 5, at 1516.
176. Id.
177. 11 U.S.C. § 362(a) (1994); Feldman, supra note 5, at 1517; Belly, supra note 144,
at 1 (discussing automatic stay and offsetting of debt).
178. 11 U.S.C. § 362 (1994) (discussing the automatic stay provision).
179. 11 U.S.C. § 704 (1994); The trustee will receive all assets of the debtor and all
claims of the creditors. Id.

180. 11 U.S.C. § 726(b) (1994).
181. Belly, supra note 144, at 1; 11 U.S.C. § 553 (1994). Arguably § 553 of the Code
does give a secured creditor the right to set off any monies that creditor owes the debtor
against
that creditor's claim. Also, unsecured creditors may offset with the approval of the
trustee.
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margin payments against the losses of derivatives contracts. 182 They may
continue using the debtor's margin funds as if the debtor were not in
bankruptcy proceedings. 183 In the absence of the special provisions for
commodity brokers, such attempts to receive margin payments from a
debtor would have been considered the enforcement of a lien. " Also, the
application of these margin payments against losses would have been
considered an offset.' 85 Section 362(b)(6), therefore, allows commodity
brokers and forward contract merchants to engage in a type of activity
362(a) expressly prohibits the other creditors of the debtor from
which §
186
doing.
c. Nonavoidance of Margin Payments
The general rule is that the trustee may avoid all preferential transfers
made within ninety days before the commencement of the bankruptcy
filing.' 87 A transfer is also avoidable if it were made to pay a debt existing
before the bankruptcy filing, if it were made while the debtor was insolvent
or if it allowed the creditor to receive more than what would have been
received under a liquidation. l' The trustee may also avoid a fraudulent
transfer made within one year prior to the bankruptcy filing if it were done
with the intent to hinder, delay or defraud the other creditors. 9 The effect
of the trustee's avoidance power is to prevent the debtor from giving
preferential treatment to some creditors at the expense of other creditors. 190
A trustee, however, cannot avoid a transfer which is a margin payment

182. 11 U.S.C. § 362(b)(6) (1994); Feldman, supra note 5, at 1517; Belly supra note
144, at 2. "[A] forward contract merchant which holds the property of a debtor to margin,
... may setoff such property against amounts owed to it by the debtor for margin or
settlement of a forward contract." Id.
183. Belly, supra note 144, at 2.
184. Feldman, supra note 5, at 1517.
185. Id.
186. Id.
187. 11 U.S.C. § 547 (1994); Belly, supra note 144, at 1.
188. 11 U.S.C. § 547 (1994); Belly, supra note 144, at 1.
189. 11 U.S.C. § 548 (1994); Neil M. Garfinkel, No Way Out: Section 546(e) is No
Escapefor the Public Shareholder of a Failed LBO, 1991 Colum. Bus. L. Rev. 51, 54
(1991) (noting that while section 548 of the Code only reaches transfers made within one
year, section 544(b), the "strong arm" section of the Code makes applicable state law
available to the trustee).
190. 11 U.S.C. § 1122 (1994). All creditors are to be treated in like fashion according
to their classification of claims. Id.
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made to or by a commodity broker or a forward contract merchant.1 91 One
exception to a trustee's inability to avoid a margin payment is if it were
done with the intent to hinder, delay or defraud. 192 However, even if the
debtor transferred the assets with the intent to hinder, delay or defraud, if
the broker or merchant received the transfer in good faith and gave value,
then the broker or merchant may keep the assets. 193 In most situations, the
trustee would not be able to avoid the margin payment."9
It is therefore clear that the amendments to the Bankruptcy Code give
preferential treatment to the customers of insolvent commodity brokers. It
also gives preferential treatment to commodity brokers and forward contract
merchants who are creditors of their insolvent customers.
IV. THE UNITED KINGDOM

As noted earlier, the UK financial market is one of the largest in the
world. Its structure, operation, and risks are similar to those of the US
financial market. Also, the financial services and products offered in the
UK financial market are similar to those offered in the US financial market.
,Because of the close links between both countries, the two markets have
developed along a simultaneous time line. Where the UK and US differ, is
in the history and development of their respective financial market.
A. History and Development of the
FinancialMarket in the UK
The United Kingdom's first centralized commodities market began in
1565.195 As time went by, and the need for trade intensive environments
grew, the practice of meeting at coffee houses to conduct financial
transactions flourished. 196 Each coffee house traded a specific commodity,

191. 11 U.S.C. § 546(e) (1994); Feldman, supra note 5, at 1518 ("code prohibits a
trustee from avoiding margin payments..."); Belly, supra note 144, at 1.
192. 11 U.S.C. § 548(a)(1) (1994); Feldman, supra note 5, at 1518 (explaining that
Congress intended to prevent the avoidance of margin payments received in good faith);

Garfinkel, supra note 189, at 54 (explaining that subsection (a)(1) deals with intentional
fraud while subsection (a)(2) deals with constructive fraud).
193. 11 U.S.C. § 548(c), § 548(d)(2)(B) (1994); Feldman, supra note 5, at 1518 (scope

of trustee's avoidance power limited by section 548(c)).
194. Feldman, supra note 5, at 1519.

195. Shyn, supra note 18, at 610.
196. Id. at 601.
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such as grain or metal." 9 These coffee houses later became London's
futures and options exchanges. 9 8
Even in those early days, traders were faced with the problem of
stabilizing prices. 199 In addition to market fluctuations caused by weather
conditions and irregular production, traders were faced with market
fluctuations caused by the growth of domestic and international trading. E°
Initially, forwards contracts were used to stabilize prices by securing both
price and supply without the trader having to take immediate delivery. "0
However, by 1878, futures contracts replaced forwards contracts,
giving rise to the structure of the United Kingdom commodities market as
it exists today. 2° The growth of futures contracts was greatly aided by the
industrialization taking place in the UK.2 °3 Futures contracts proved more
flexible than forwards contracts, requiring only an agreement to purchase
or sell the commodity instead of an agreement to actually deliver the
commodity at a specified future date. 2°
B. Regulatory Bodies in the UK
In spite of the growth, both domestically and internationally, of the
futures market, there was little statutory regulation in the U.K. before
1986.205 Prior to 1986, the U.K. Commodities Futures Market was
primarily self-regulatory, although theoretically, the Bank of England was
responsible for its regulation. 2" In 1986, the FSA was adopted in an
attempt to curb the abuses of the financial markets. 2°
The FSA replaced the existing ad-hoc regime of regulations, namely,
the Gaming Act of 1845,208 the Prevention of Fraud (Investments) Act of

197.
198.
199.
200.
201.
202.
203.
204.

Id. at
Id.
Id. at
Id. at
Id. at
Id. at
Id.
Id. at

n.11.
601.
601 & n.12.
601 & n. 14.
602.
nn. 13, 16 & 17.

205. Id. at 602.
206. Id. at 603.
207. Id. at 610; Jan De Bel, supra note 18, at 180.
208. Shyn, supra note 18, at 603 (explaining that "the Gaming Act checked the

authenticity and validity of contracts that resulted in cash settlements.")
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1939,20 the Exchange Control Act of 1947,21 ° and the Banking Act of
The FSA was considered a "modernized, comprehensive
1979.211
regulation for financial services." 2 12 It regulated all activities of domestic
finance companies and foreign finance companies doing business in the
UK. 213 The goals of the FSA are to enhance investor protection and to
strengthen the UK international competitiveness. 2 4 The FSA protects
investors by segregating their funds from the funds of their brokers.2 5 In
this regard, the FSA is
similar to various securities and commodities
2 16
regulations in the US.
With the enactment of the FSA, the UK established a two-tiered
regulatory structure.2 17 One tier is comprised of a governmental agency
responsible for overall supervision of the market. 218 The other tier is
comprised of various SROs responsible for the daily supervision of the
market.2 9 At the top of the governmental tier is the Secretary of State for
Trade and Industry and the Department of Trade and Industry ("DTI").22 °
The DTI delegated its authority to the SIB, 22' which "supervises the SROs,
[the] recognized investment exchanges, [the] clearinghouses, and [the]

recognized professional bodies ("RPBs ")." 222

The SIB exercises its

authority either directly, or by delegating it to the SROs (the second tier of

209. Id. (explaining that "the Prevention of Fraud (Investments) Act of 1939 dealt more

with securities than with futures trading).
210. Id. (noting that the Exchange Control Act of 1947 reporting of customers' foreign
exchange exposure and risk to the Bank of England nurtured a closer relationship between
the commodities and the futures markets).
211. Id. (stating that the Banking Act enforces the registration of brokers who receive
deposits, which is an activity of futures trading).
212. De Bel, supra, note 18, at 180.
213. Shyn, supra, note 18, at n.73.
214. Id.
215. Id. The FSA also requires full disclosure. Id.
216. Id.
217. Shyn, supra, note 18, at 609. In January 1984, the Gower report recommended
a two-tier system. Id.
218. Id.
219. Id.
220. Id. at 610 ("the British Secretary of State sat at the center of the regulatory system
created by the FSA); De Bel, supra note 18, at 180.
221. Shyn, supra note 18, at 610; De Bel, supra note 18, at 180.
222. Id. RPBs are professionals whose main business is not the investment business.
Id. at n.75; De Bel, supra note 18, at n.115.
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the regulatory structure).22 3 The SIB is responsible for registering broker
firms,2 2 4 for supervising, investigating and enforcing the FSA, and for
giving advice to firms.2 25
The SROs, the second tier of the two-tier system, are responsible for
daily self-regulation of their members.2 26 There are four SROs: the
Securities and Futures Authority ("SFA"), the Financial Intermediaries,
Managers and Brokers Regulatory Association (" FIMBRA "),227 the
Investment Management Regulatory Organisation ("IMRO")," and the Life
Assurance and Unit Trust Regulatory Organisation ("LA UTRO ").22
The FSA has been criticized as being overly complicated and
overlapping. 2 0 As a result, in 1989, the UK passed the Companies Act of
1989 in an attempt to address the deficiencies of the SIB and the various
SROs.23 ' Part VII of the Companies Act of 1989 specifically addresses the
insolvency of firms on recognized investment exchanges and recognized
clearing houses.232
C. Treatment of Creditors under the
UK Insolvency Act 1986 and Companies Act 1989
The insolvency proceedings of all firms in the UK were regulated by
the Insolvency Act 1986,233 and the Companies Act 1985.234 Under the
Insolvency Act 1986, certain general rules applied to all creditors of debtors
who were firms governed by the Companies Act 1985: administrator's
223. De Bel, supra note 18, at 180.
224. Shyn, supra note 18, at 610, n.76.
225. Id.
226. Id.
227. Shyn, supra note 18, at n.78 (describing the FIMBRA as consisting of members
who provide advice and perform transactions in life assurance).
228. Id. (stating that IMRO members manage investment transactions and regulate
various trusts, and pensions).
229. Id. (stating that LAUTRO members transact in insurance units and in "regulated
collective investment schemes"); De Bel, supra note 18, at 180.
230. Shyn, supra note 18, at 611 (FSA rules are too "detailed" and "legalistic"); De
Bel, supra note 18, at 180.
231. Shyn, supra note 18, at 612.
232. Id.
233. Insolvency Act 1986 (Eng.). "Insolvency proceeding" means proceeding under
Part II, IV, V & IX of Insolvency Act 1986 (administration, winding up and bankruptcy)

Id.
234. Schwab, supra note 7, at 341.
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power to disclaim onerous property, court's power to order rescission of
contracts, and administrator's power to avoid property dispositions.23 5
However, the Companies Act 1985 was amended by the Companies Act
1989,236 to include special provisions for the insolvency of firms on
recognized investment exchanges and recognized clearing houses. 7 As a
result, the general law of insolvency under the Insolvency Act 1986 no
longer governs market contracts of recognized investment exchange or
recognized clearing houses.2 35 These are now subject to the amended
provisions of the Companies Act 1989.239
The amendments 24° to the Companies Act 1989 give preference
treatment to firms operating in recognized financial markets in several
significant ways. 24' First, claims arising within the financial market are
settled against assets held for market purposes, before other creditors'
claims could be settled.2 42 In fact, default proceedings by exchanges or
clearing houses to determine the defaulters 243 debts would take precedence
over all other insolvency proceedings. 2 " Second, market contracts,245
default rules 2' and rules of settlement247 of an exchange, or clearing house,

235. Insolvency Act 1986, §§178, 186, 315 & 345 (Eng.) (power to disclaim onerous
property and court's power to order rescission of contracts) & §§127 & 284 (Eng.)
(avoidance of property dispositions effected after commencement of windup or
presentation of bankruptcy petition.)
236. Companies Act 1989, (Eng.); The Companies Act 1989 governs the operation of
companies in England: from startup to dissolution. Id.; Schwab, supra note 7, at 341.
237. Id.
238. Companies Act 1989, § 158(1) (Eng.) (discussing the effect of the modifications
of the Companies Act 1989 on the law of insolvency).
239. Id.
240. Companies Act 1989, §§ 154-191 (Eng.).
241. David A. Bennett, The Companies Act 1989, J. L. Soc'y Scot. Vol. 35, No. 11.
Nov. 1990 469, 478.
242. Id.
243. Companies Act 1989, § 188(2) (Eng.). "Defaulter" means any person action is
being taken against by an exchange or clearing house. Id.
244. Id. § 159(4). "Default proceeding" means action taken by an exchange or clearing
house under its "default rules" (infra n. 246) to ensure that customers meet the obligations
of their market contracts. Id. § 188 (3) & (1); Nothing in the Insolvency Act 1986 can
limit the default proceeding of an exchange or clearing house. Id. § 161(4).
245. Id. § 155(1). "Market contracts" are "contracts connected with a recognized
investment exchange or recognized clearing house." Id.
246. Id. § 188(1). "'[Dlefault rules' means rules of a recognized investment exchange
or recognized clearing house which provide for the taking of action in the event of a
person appearing to be unable, or likely to become unable, to meet his obligations in

DERIVATIVES CONTRACTS

19991

are valid even if inconsistent with the general insolvency laws on the
distribution of the defaulter's estate.248 Section 159 of the Companies Act
1989 states:
(1) None of the following shall be regarded as ...invalid at law

on the ground of inconsistency with the law relating to the
distribution of the assets of a person in bankruptcy, winding up or
sequestration, or in the administration of an insolvent estate(a) a market contract,
(b) ... default rules of a recognised investment exchange

or recognised clearing house,
(c) ...rules ...as to the settlement of market contracts
249

As a result, the powers of the office-holder, 250 and the court to prevent or
interfere with actions taken under the default rules or rules of settlement of
a recognised exchange are unmistakably limited. 25 ' In fact, § 159(3)
illustrates the breadth of the provision: "(3) Nothing in the following
provisions of this Part shall be construed as affecting the generality of the
above provisions."252 (emphasis added)
Third, the office-holder of a defaulter's estate has limited ability to
declare or pay a dividend to the other creditors, or to return capital to equity
contributors.253 Section 161(2) of the Companies Act 1989 reads as
follows:
shall not(2) A liquidator or trustee of a defaulter ...

respect of one or more market contracts connected with the exchange or clearing house."

Id.
247. Id. § 190(2). Rules of "settlement in relation to a market contract are to the
discharge of the rights and liabilities of the parties to the contract, whether by

performance, compromise or otherwise." Id.
248. Id. § 159(1)(a), (b) & (c). Proceedings of exchange or clearing house take
precedence over insolvency procedures. Id.
249. Id.

250. Id. § 189(1). "Office-holder" may be a receiver, liquidator or administrator. Id.
251. Id. § 159 (a) & (b). The office holder, however, may recover any profits rising
under the rule of settlement (offset) if the exchange or clearing house had notice that a

bankruptcy petition was pending or that there was a meeting of creditors. Id. §§ 163(4) &
164(4).
252. Companies Act 1989, § 159 (3).

253. Id. § 161(2).
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(a) declare or pay any dividend to the creditors, or
(b) return any capital to contributories,
unless he has retained ... an adequate reserve in respect of any

claims arising as a result of the default proceedings of the
exchange or clearing house concerned.254
Furthermore, § 161(4) of the Companies Act 1989 ensures that no
provision in the Insolvency Act 1986, shall limit or restrict the ability of
recognized exchanges or clearing houses from retrieving all monies owed
to them: "(4) Nothing in ... the Insolvency Act 1986 (which restricts the
taking of certain legal proceedings and other steps), ... shall affect any

action taken by an exchange or clearing house for the purpose of its default
proceedings." 255 (emphasis added) Therefore, to make the proposed
dividend or equity payment, the office-holder must ensure that there will be
sufficient money to pay the amount owed to the exchange or clearing
house. 256

Fourth, normally in a bankruptcy or winding up, all monies owed to
the estate are paid directly to the office-holder and not to the creditors. 257
In a bankruptcy involving a recognized exchange or clearing house,
however, all monies owed are paid directly to that exchange or clearing
house. 58 Section 163 of the Companies Act 1989, which deals with the net
sum payable on completion of default proceedings states:
(1) The following provisions apply ... to the net sum certified by

a recognised investment exchange or recognised clearing house,
... to be payable by or to a defaulter.
(2) If, in England ... , the debt-

(a) is provable in the bankruptcy ....
(b) [it] shall be taken into account, ... , (mutual dealings

and set-off)
in the same way as a debt due before the commencement of the

254. Id.

255. Id. § 161(4).
256. Id.
257. Id. § 163(2).
258. Id. § 163(1).
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bankruptcy ....259
In other words, the net sums owed to the exchanges or clearing houses are
not treated as a debt due under a bankruptcy, subject to the limitations and
constraints of a bankruptcy proceeding.2 "
Furthermore, § 163(4) states that "where ...a sum is taken into

account by virtue of § 163(2)(b), the value of any profit may be recoverable
",26' However, § 163(5) clarifies that
by the relevant office-holder ....
...
"subsection (4) does not apply in relation to a sum arising from a contract
effected under the default rules of a recognised investment exchange or
recognised clearing house." 262 Subsection (5) is a clear example of the
framers intent to exclude the net sums owed to exchanges and clearing
263
houses from the avoidance powers of the office-holder in a bankruptcy.
Therefore, exchanges and clearing houses as creditors are treated differently
from the other creditors who would have to wait on the office-holder to
distribute the assets of the estate. 6
Fifth, the Insolvency Act 1986 regulates administrators,265 and
administration orders such as the restrictions on enforcement of security,266
the power of administrator to deal with charged property, 267 and the power
to remove receivers. 268 However, the Insolvency Act 1986 does not apply
to the market charges 269 of exchanges and clearing houses. 70 Section 175
of the Companies Act 1989 clearly states that:

259. Id.
260. Id.
261. Id. at §163(4).
262. Id. § 163(5).
263. Id.
264. Insolvency Act 1986, § 247 (Eng.). The office-holder distributes assets of the
estate to the other creditors in accordance with traditional insolvency laws.
265. Companies Act 1989, § 189(1)(b) (Eng.) (referring to a relevant office-holder).
266. Insolvency Act 1986, §§ 10(1)(b) & 11(3)(c) (Eng.) (discussing "restriction on
enforcement of security while petition for administration order pending or order in
force. ")
267. Id.§ 15(1) & (2).
268. Id.§ 11(2) (does not apply to receivers appointed under a market charge (infra
note 269)).
269. Companies Act 1989, § 173 (Eng.). A market charge may be a fixed or floating
charge in favor of an exchange for settlement of market contracts or in favor of a clearing
house for ensuring the performance of the market contracts. Id.
270. Id. § 175.
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(1) The following provisions of the Insolvency Act 1986 (which
relate to administration orders and administrators) do not apply ...
to a market charge(a) sections (10)(1)(b) and 11(3)(c) (restriction on
enforcement of security while petition for administration
order pending or order in force), and
(b) section 15(1) and (2) (power of administrator to deal
with charged property); ...
(3) The following provisions of the Insolvency Act 1986 (which
relate to the powers of receivers) do not apply in relation to a
market charge(a) section 43 (power of administrative receiver to
dispose of charged property), and ...
(4) Sections 127 and 284 of the Insolvency Act 1986 (avoidance
of property dispositions effected after commencement of winding
up or presentation of bankruptcy petition), do not apply to a
271
subject to a market charge ....
disposition of property ...

However, § 175(5) clarifies that any disposition of property to a person
other than a chargee under a market charge is recoverable by the officeholder. 272 Section 175(7) reiterates that recovery by the office-holder under
subsection (5) does not apply to exchanges or clearing houses if, the
disposition of the property was subject to a market charge or the property
was applied to the recovery of the amount or value of a margin payment.273
Sixth, market charges of exchanges or clearing houses are given
priority over the unpaid liens of vendors.274 Section 179 of the Companies
Act 1989 states that: "where [a] property subject to an unpaid vendor's lien
becomes subject to a market charge, the charge has priority over the lien
" 275 In this case, one creditor's lien, which is a security interest in
...
property that secures payment or performance, is subordinated to the
market charge of another creditor.276
Lastly, unsecured creditors can neither commence or continue a legal

271.
272.
273.
274.
275.
276.

Id.§ 175(1), (3) & (4).
Id.§ 175(5).
Id.§ 175(5) & (7).
Id. § 179. Unless the chargee had notice of the lien. Id.
Id. § 179.
12 U.C.C. § 1-201(37) (1988)
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proceeding nor enforce a judgement against the defaulter's property, if such
property is held as a margin or market charge by an exchange or a clearing
house.277 Section 180, which deals with legal proceedings against market
property by unsecured creditors, states: "(1) Where property ... is held by
a recognised investment exchange or recognised clearing house as margin
... or is subject to a market charge, no ... legal process ... may be
commenced or continued, ... against the property by a person not seeking
to enforce any interest in or security over the property .... " 278 Therefore,
any property of the debtor, other than land, held as margin or market
charge is beyond the reach of the unsecured creditors of the debtor. 279 Once
again, it is clear that the amendments to the Companies Act 1989 were
meant to give preferential treatment to recognized investment exchanges and
recognized clearing houses over the other creditors of their customers.
V. POLICY REASONS BEHIND THE AMENDMENTS

The special provisions for the insolvency of commodity brokers or
their clients in the US and for the insolvency of recognised investment
exchanges and recognised clearing houses or their clients in the UK came
about just before and just after the 1980's. From the legislative history and
available commentaries, there seems to be two compelling, but conflicting
20
reasons for the amendments: to promote stability in the financial markets
and to respond to the effective lobbying efforts of the industry.28 '
A. Policy Reasons in the US
From the legislative history of these amendments, it seems that

277. Id. § 180.

278. Id.
279. Id.
280. SIB Favours Harmonization of Conduct-Of-Business Rules, Fin. Reg. Rep. at 1
(Oct. 1989). With global financial markets, systemic risks cannot be isolated to one
country if there is an insolvency in one market. Id.; r 1.2 & 16.4 But see Lauren
Chambliss, Congress Gets AgitatedAs US Unveils Banks Reform, Ass'd. Newspapers Ltd.,

Feb. 28, 1995 at 31. Spokesman for the SEC denies a systemic risk problem. Id. at 31.
"The derivatives market is sound." Id. at 32.
281. House Panel Told Bankruptcy Code Needs Revision To ProtectSwap Participants,
§ Reg. & L. Rep. (BNA) No. 6, at 198 (Feb. 9, 1990). Representatives of the securities
and banking industries told the House Judiciary Economic and Commercial Law
Subcommittee that the Bankruptcy Code needed to be revised to allow swap participants
to close out their transactions when one party file for bankruptcy. Id.
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Congress's main concerns were the systemic risks of the financial
markets 282 and the protection of the general public .283 Subchapter IV of
chapter 7 of the Bankruptcy Code is the exclusive bankruptcy remedy
available to commodity brokers. 2 4 Under the provision, liquidation is the
exclusive relief of insolvent commodity brokers.285 It is believed that
Congress intended the exclusivity of the liquidation of commodity brokers
provisions to reflect its policy decision that the commodity broker was a
representative of the customer.28 6 Therefore, commodity brokers could
only be liquidated so as to give customers prompt and full return of their
capital instead of a pro rata amount under a reorganization scheme. 87 In
contrast, forward contract merchants are not covered by subchapter IV
because they are neither considered representatives of their customers nor
are they required to segregate customers' margin funds. 88
According to Franklin Feldman, co-author of The Special Commodity
Provisions of the New Bankruptcy Code,2 89 additional policy reasons behind
the liquidation of commodity brokers included: (1) the need to segregate and
treat customer property differently; (2) the need for swift action by the
clearing chain to meet margin calls; (3) the need to provide uniformity in
bankruptcy proceedings involving an unfamiliar and complicated economic
structure; (4) the concern for the financial stability of other members in the
clearing chain; and (5) the fiduciary nature of the relationship of the
commodity broker as statutory trustee to the customer property. 2 9
While Congress's main concerns may be the control of systemic risks
and the protection of the general public, the industry's main concern seems

282. Garfinkel, supra note 189, at 61-62 (discussing the legislative history of Section
546(e): "the rationale behind exempting margin and settlement payments in the
commodities industries from the avoidance powers of the trustee was to prevent the
bankruptcy of one party in the commodities clearance and settlement chain from spreading
to other parties and possibly threatening the collapse of the affected market ... in short,
fear of "the domino effect.""); Chambliss, supra note 280, at 31. Jim Leach, a key
Republican Congressman called for better accountability from derivatives dealers because
of the "systemic risks" posed by derivatives. Id.
283. Feldman, supra note 5, at 1499. Commodity brokers ... act as representatives of
the public. Id.
284. Id. at 1498.

285.
286.
287.
288.
289.

Id.
Id. at 1499.
Id.
Id.
Id.

290. Id.
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to be the protection of its members from significant credit risks. 2 9' This
fear of credit risk, and its resulting financial losses, has led to the industry
calling either for special protection in bankruptcy proceedings 292 or for
greater regulation of the derivatives market.2 93 Arguably, the call for
special protection in bankruptcy proceedings led to the 1978 amendments
discussed above, and the additional amendment in 1990.21
In 1990, Congress amended the Bankruptcy Code to give uniform
treatment to all forward-based contracts whether traded on an exchange or
on an OTC market.295 In addition, the Code was amended to allow swap
participants to close out transaction in the event of their own bankruptcy or
the bankruptcy of one of their customers.296
The legislative history of the 1990 amendment reveals the industry's
strong and effective lobbying efforts. On February 6, 1990, representatives
from the securities and banking industries testified before the House
2
Judiciary Economic and Commercial Law Subcommittee on both matters. 97
Mark Brickell, Chairman of the International Swap Dealers Association
("ISDA"), the leading industry group, called for swap agreements to be
given the same close out privileges as futures and forwards contracts.298
The ISDA represents commercial and investment banks who are commonly
the dealers in interest rate and currency rate swap transactions.
Similarly, Hilary Ackerman, Vice-President at Goldman, Sachs & Co.,
testified that the 1978 Bankruptcy Code was ambiguous. 3°" She argued that
the Code gave preferential treatment to futures contracts traded on an
exchange by excluding forwards contracts traded on OTC markets from its
291. BNA, supra note 4, at 1007; Chambliss, supra note 189, at 31. Continuing losses
from derivatives put Congress under heat for more regulation. Id.
292. BNA, supra note 4, at 1007.
293. Gareth Hewett, Untitled, South China Morning Post, Feb. 27, 1995, at 14;
Chambliss, supra note 280, at 31.
294. BNA, supra note 29, at 907; Senate approved the bill HR 4612 to amend
bankruptcy law on swap agreements and to resolve the ambiguities regarding forward
contracts. Id. The bill was aimed at addressing the changes in the market place that have
taken place since 1978, after the reform of the bankruptcy code. Id.
295. BNA, supra note 4, at 1007.
296. Id.
297. BNA, supra note 280, at 198.
298. Id. (arguing that the swap market was $2 billion and growing and that swap market
participants were concerned that if one party filed for bankruptcy the automatic stay and
other provisions would prevent the other party from closing out the transaction).
299. Id.
300. Id. at 199.
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protection.0 1 Goldman, Sachs & Co., at that time was heavily involved in
forwards contracts trading.3 °t

On June 25, the President signed the bill,

giving swap participants and forwards contracts traded on the OTC market
the same special protection given to futures contracts in the event of a
bankruptcy. 303
B. Policy Reasons in the UK
Similarly, in the UK there was the need to protect the stability of the
financial market in the event of a bankruptcy. 3°4 There was also the fear of
funds diverting to other global financial centers such as the US which had
provided special bankruptcy protection.305 It was felt that Part VII of the
Companies Act 1989 was necessary because the application of general
insolvency rules to the complexities of the financial market would prove
difficult and would prejudice the working of the market. °6 In addition, the
globalization of the financial marketplace increased the "spillover" effect or
"knock-on" effect in the event of an insolvency. 307 Furthermore, there was
the fear of diversion of funds from the more risky, unprotected markets to
the less risky, protected markets, thereby resulting in a loss of some of the
benefits of globalization.3 8
VI. CONCLUSION

The amendments to the US Bankruptcy Code give preferential
treatment to customers of insolvent commodity brokers, forward contract
merchants and swap dealers. They also give preferential treatment to
commodity brokers, forward contract merchants and swap dealers in the
event of a bankruptcy of one of their customers. The effect of the
amendments to the Bankruptcy Code places these "financial market"

301. Id.
302. Id.
303. BNA, supra note 4, at 1007.
304. Bennett, supra note 241, at 478.

305. SIB Favours Harmonization of Conduct-of-Business Rules, supra note 280, at 2.
306. Bennett, supra note 241, at 478.
307. SIB Favours Harmonization of Conduct-of-Business Rules, supra note 280, at 1.
(discussing the system risk that an insolvency in one market can no longer be contained
but will spill over to other markets); Level Playing FieldsMay Be Unsafe, Fin. Reg. Rep.,
at 1 (Feb., 1990) (referring to the "knock-on effect.")
308. Fin. Reg. Rep., supra note 307, at 2.
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creditors not just ahead of secured creditors of the debtor, but in a class of
creditors outside of the bankruptcy proceeding. The general rules of
automatic stay, avoidance powers, and non-termination of executory
contracts, are suspended in relation to these "financial market" creditors.
Unlike the other creditors of the debtor, these "financial market" creditors
are allowed3°9to close out positions, offset claims and debts, and take margin
payments.
Similarly, the amendments to the UK Companies Act 1989 give
preferential treatment to customers of recognized investment exchanges and
recognized clearing houses. They also give preferential treatment to these
investment exchanges and clearing houses in the event of the bankruptcy of
one of their customers. The amendments suspend the general rules of the
Insolvency Act 1986 in relation to the administrator's power to disclaim
onerous property, the court's power to rescind contracts, and the
administrator's power to avoid contracts.310 Furthermore, the insolvency
proceeding to determine the claims of all creditors is suspended while the
default proceeding to determine the claims of the exchange or clearing
house is ongoing.3 ' This ensures that exchanges and clearing houses are
given first claim on a debtor's estate.31 2
Some may argue that these provisions are unfair for the following
reasons: (1) bankruptcy can be detrimental in any industry not just in the
financial industry; (2) there will be a spill-over effect among the companies
in any given industry; (3) derivative contracts involve substantial sums of
monies and if the "financial market" creditors are given first pick of the
debtor's estate, there may be little or no money left for the other creditors;
(4) by suspending the avoidance power, debtors are now able to make
preferential or fraudulent transfers to favored some "financial market"
creditors over other "financial market" creditors; (5) the investors in
derivatives contracts tend to be financially sophisicated parties who may not
need special protection; and (6) by protecting "financial market"
participants to this extent would encourage even more risky behavior.
While these arguments against giving parties to derivative contracts
special protection may have some merit, these provisions, however, are not
unfair but are necessary to prevent the possible collapse of the global
financial market. The estimated amount of derivatives in usage is between
$17 trillion to $40 trillion in notional amounts. Therefore, the scale and

309.
310.
311.
312.

Belly, supra note 20, at 2.
Companies Act 1989, §§ 159-194 (Eng).
Id. § 161(4).
Id.
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complexities of the financial markets warrant special bankruptcy protections
because a collaspe of the global financial markets will not only affect this
industry but will invariably have global spill-over effects into other
industries.
Karen P. Ramdhanie

